
Impacts 
Reduced Service Quality 

Reduced Ability to Provide Service to all 
Customers 

c No Incentive To Invest in Networks 

* Eliminated Jobs 

* Slower Deployment of New Services 

* Increased Cost of Capital 

Weakened Equipment Suppliers 

24 
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Next Steps 
Current regulatory regime regarding ONE-P 
and pricing is unsustainable 

Turmoil in industry calls for quick and decisive 
action 

As long as we have carrier of last resort 
obligations, prices must be set to recover our 
costs 

0 There are many ways to solve this problem, but 
time is extremely short. Whatever direction 
the FCC moves, it must be effective in a very 
short period of time 

25 
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SBC Communications, Inc. (sBC)[2,37,801 Hold 

Key Statistics 

Price 
52-Wk Range 
Price Target 
Ret"," POt'l. 
MU. Csp(MM) 
Sh. Out.(MM) 
Float 
lnst Hldgr. 
Avg. Vdurne(K) 
Curr.Div.Nield 
Sec.GrWth.Ratc 
Convertible? 

529 87 

547 23 
$30 w 

4 0'. 
$99 321 
3 325 1 

100iD 
4100. 
a so3 

si oa360,~ 
30. 
No 

Quarterly Earnings Per Share (fiscal year ends December) 
2001A 2W2E PE" 2W3E P,W 

1 0  $0 51 $0 51A 
0 61 061A 20 

30 0 59 0 58 
40 0 64 0 61 

FC Cons.: $2 35 $2 30 $2.36 

P I E  12 71 12.9x 1 3 3 x  

Year 12.35 $2.31 $2.25 $2.36 

Revr.(MM): $45 908 943,325 $42,308 

John Hodulih. CFA 
1'-212-713 4226 

john hodUiikG'UbSw corn 

Batys L e a ,  AssacUte Analyst 

+',~2:2-7138824 
barya levi@ubsw corn 

Robert Hopper. Associate Analyst 

11-212-713 9266 

robeit hoppei@ubswcom 
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Source UBS Warburg LLC an0 Fils$ Call mrnenBuI Blllmalel 

Revenuer 60 ml include proponanate sharefrom Cingular 

SBC: Downgrading to Hold from Buy Based on Competitive 
Fears from UNE-P 

Summary 

DETAILED USE-P STUDY. We h a w  completed an analysis of UNE-P based 
economics froin a Bell perspective and found 1 )  econnlnics pes line lost is worse 
than expsctzd. with thc average wholesale line producing negativc EBITDA in 
SBC's region. 2 1  line loss is expected to g i ~ ~  rapidly as we esttmatc the company 
ujill l o x  IM to L ' S L P  in the third qtiastes alone and 1) the long dtstance opportunity 
IS only a p a r t i a l  offset as thr I iBl~rDA effects of L'SE-I' are h a d  to counter with low 
inargn LD 

Action 

DO\I'XRADE TO HOLD, We arc downgrading shases of SBC t o  llold from Buy 
based on nu1 LYE-I' analysis. We anticipale that the gsoulh of L'SE-t'will h a w  a 
significant uiTpact 011 SBC.5 2003 easnlngs and thal it will k difficult fus the 
compan) 10 hit the Stisel's gsouth expectations for lhe year. 

Valuation 

LOWER PRICE TARGET TO $30. Our neu price target of $30 prr shasr (psev. 
S.36) is based on our discounted cas11 flow analysis. This lowered lagel Incorporales 
changes tu ous models to reflect the effects of YI\T-P based competition 

Additional Information 

We will be holding a conference call to discuss our analysis of UNE-P economics for 
h e  Bells on August 2bh at 1l:OOam. Dial-in information is 800-665-0130 in thc V.S. 
or 91 3-981 -5591 I n t e m a t i o n d  

Companies mentioned and disclosures at end of note 
I P  addition 10 fhe UBS Warburg web site, wwrr.ubswarburg.w~r/rerelrchweb. our research products are available Over thlrd-paw systems provided or S e w e d  by 

Bloornberg F I ~ S I  Call, 1:@US, IFIS, Mullex, QUICK and neuters UBS Warburg is a business group of UBS PIG 
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~ _ _ _ _ _ _  

1001 2001 3001 4001 1002 2002 

Total access lines 6'  234 60 578 6C 23C 5 0  532 59 036 58 255 

growth 2 51, ~ : r  7c1 4 00, ~4 70: ~5 04. -4 7Or 

UNE-P 1373 1,760 2, ! 55 2 403 276! 3 453 

Net Adds 16 476 ~348 696 -496 -781 

Ne1 Adds 361 387 395 244 358 692 

9. of lotal lines i 2 0 0  2 9% 3 6'. 4 c c .  4 l o n  5 9% 

Retail residential liner 35 878 35 255 3 4  946 34,518 34129 33 166 

3. grOWlh i 6% - 3  73, 2 8% -4 3 0 .  ~4 95, ~5 9% 

Ne1 Adds 200 -623 305 -428 -385 -961 

Residential UNE-P !0 94 E? 95 162 656 

Ne1 Adds ~6 24 ~5 3 10 494 

So 01 res lines lost 2 00% 3 9% ~1 66c 06 ' "  17 gon 51 440 

sourre UBS war[i"Ig .LC erilmales 

We believe SBC has the most attractive region for USE-P providers. The aicrage monthly bill for local  service is among 
the lhighest uhile 11s I'TE-P rates are the Iouest. making i t  relatlvel) easy for competitors to earn decent inarfins. This i s  
especiall) I I U C  in the Ameritech region hneritech and California also have a large nu tnk i  of dense urban a e 3 s  utth very low 
loop rates that pro\ idr ;tinplz fecdiiip ground for resellct s. 

Based on our analysis. SBC also takes the hardest hit for each retail line lost to LSE-P competitors. We estimate that the 
coinpan! loses ;ipproximatcly 519.76 in ner i ~venuc  pet line p a  mnnth ioi c x h  icf3il line lust 10 compcritors. This coinpares 
Io $17.89 foi \ esizon. $18.29 for BellSouth and $14.73 for Qwest. In the Ameiitech regiun. ushere the company I S  undrr ful l -  
w d c  att3ck. the ciimpaiiy loses appioximately $21.73 per line month in net rt.\enue The EBITD.4 impact is also mosr 
5e\e1c at SBC We believe the compan) frnerates over $ 1 3 . 4  in EBITDA pet retail residential line per tnonth but los,s 
i~ou:hly 53.51 In EBITUA p a  month on lines converted io uholesale via I 'N t - I '  SBC i s  the onl) Hell to penerare mole than 
51 00 of n e p t i w  IiBITIlA p e ~  month on i t s  wholesale h i e  base Thus the negati\e 1:BITUA cuin: hom letail to wholesale I S  

i i ioie than SI7  M pei line per month. also the lasgest for h e  Bells with the other ~Jitrte in the ~ $ 1 2  to 616 iange In h e  
Ainciitech ~ e g i m .  this iigurc i s  approximatel) -$19.00 6 line 

Line losses to I SE-Phave shifted from the business to the residential market. I n  ihc sccond quarter. I'SE-P took 494.oOO 
iesidenual l ines atid just I17.000 business lines. down fiom 391.000 husiness ltnes in the fisst quate i  Miih~gan uas hit  
hxdcs t  with 1S1.000 lines converted from setal to wholesale in the swte duinng the srcond quwter. AT&". which hegan 
marketing in Januar! 2002, claims to have garnered (l%, residential market share in Michigan six months. Texas has 
ii'cii ihr i m p s i  rural lint loss io date fiom LXE-P with ovel 1.57 million wholesale lines lh rh  1:NE-p and TSR) in he state, 
Wholesale net adds h s w  slowed dramatically in Texas. howevei~. as A?&T has pulled hack on its marketing efforts due lo 
S~kLl i~c l>  ION dt>counrs availahlc. 

,- 



SBC Communications. inc. A~~~~~ 2o 2w2 

b e  ehpect line loss to continue to ramp up in SBC territory in the second half of ZOO2 and believe the compan? will Imc 
approximatel) 1 million UNE-P in the third quarter. We belie\'e that roughly half of the line less i n  the 
second quarter occurred i n  the month of lune. Considering the s t e p  w w t h  within the second quarter and AT&-r's entry into 
the Ohio and Illinois markets in ,,,,&June and the California market in early August. OUT numbers could provc coiiservatne. 
with anothw I 2 million LIh'E-p line for the fourth quarter. we no- e x p t  residential line loss of 9.1% m d  12.6% t i l  

the third and fourth quarter. respectively. This suggests that by year end. 10'7, of total swtched access lines w l l  he L-SE- 
P Again. we note that our malysls suggests that wholesale lines genaate negative ERlTDA on a weighted a \ e r q e  basis. In 
2003. we expect the company 10 lose 3.11 

hluch depends on the company's ability to = c u e  long distance appro\,al in California in the near term. u,hich should 
dampen (but h) no means eliminate) line loss while helping to offset much of the revenue loss. sunilx to the iesults in 271- 
approved Southwestern Bell states. The Administrative Lau  Judge I A U )  in California has approved the compm!'s 
appltcation and the full public uulit) commission to IS expected to vole on September 19Lb, a short delay from the secentl) 
proposed date ut August 2?*. A positive outcome foi~ thc Bell could enable SBC to hegin marketing interLATA scrviccs in 
California in Iatc December. h c r i t e c h  is a different stor) however. as we do  not expect the cornpan! to receiw approval for 
long dislance in these states until the second half of 2003 

Estimates and valuation 

Rased on  changes to our model resulting from this analysis. we are reducing our 2003 EPS estimate to S2.25  from oui~ previous 
estimate of $2.36. while inaintaining our 2007 EPS estimate at $2.31. This translates to a 2.3% decline in EPS in 2003 w s u s  
our prexious estimate for 2.1% growth. I t  compares unfavorably with the 1.8% EPS decline we continue to expect for 2002 
We now ehpect total proportionate revenues to decline b! 1.3% in 2033 follouing the 3.9% decline in 2002 Ow previous 
estimate u a s  suggesting a 1.1"; gsowih in revenues. We nou  expect EBITDA to decline by 1.9'7, versus our p r e ~ i o u s  
assumption for a 0.5% growth in 2003. 

SBC is cuii~entl! trading at roughly 1 3 . 3 ~  our newestimates for 2003 Giben that we d o  not expect the coinpan! to generate 
enoogh p w h  to reach its 2001 EPS of $2.35 until 2006. we believe it will hc difficult for the company to outpurfbsm thc 
msrket at these Ievels. In calculating our new I?-month price target of S30 per share. we conducted a dlscounted cash flou 
mal?s is .  emplo!ing a 7% discount rate. a terminal value that assumes 2.5% perpetuity growth and a 20% private market 
discount 

lines 

lines. up from 3.25 million for all of 2002. 

Table 2: Changes to SBC Estimates ($MM) 
2002 2003 

Old New $change %Change Old New $change %Change 

Wireline Revenue 38 768 38,601 -167 ~ 0 4 %  3h 884 37482 ~ 1 , 4 0 2  - 3 6 9 0  

Total &venue 52 372 52.205 ~ 1 6 7  -03% 52937 51 535 .1,402 46% 
EBITDA 21 377 21,357 -20 4 14. 21 4 7 9  20958 4 2 1  -24m% 

bet 1ncornt 7 728 7,715 ~ 1 3  - 0 2 %  7 8'' 7,462 349 -4 5% 
EPS $2 31 $2.31 ($0001 42"- $236 $ 2 2 5  ($0 111 -454,  

\oorci t i i S  Marbury LI C eslima!~? - 
Statement of Risk 

O,b growth 
Old New 

0 39; -2 9": 

1 : 4, ~1 3% 
0 ioc -1 94: 

1 19. ~3 3 r e  

2 1 b!; ~2 39. 

Kisks include management's abilit) to execute. potential ad\erse changes in regulation. changes in technolog). the effects of a 
weah economy. increasing competition and a large degiee of operating le\'erage. 

3 dBS watburg LLC 
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SBC Commun-tions. I ~ C .  ~~~~~t Z C ,  2002 

Global rating definitions and allocation 

yo of companies under 3.0 for which IB services 
Rating Definition coverage with this rating have been provided 

1290 539, 

39% 380% BUY Positive excess return potential 

4% 22% Reduce Negative excess return potentlal 

Strong BUY Greater than 20% excess return potential; high degree Of confidence 

Hold Low excess return potential: low degree of confidence 4400 28% 

Sell Greater than 2O0% negative excess return potential: high degree of 1 % 11% 
confidence 

Excess return: Target price: current price - 1 + gross dividend yield - 12-month interest rate. The 12- month interest rate used IS that of the 
company's country of incorporation, in the same currency as the predicted return. 
'Investment banking services include, but are not restricted to, actingas managerico-manager in the underwriting or placement Of securities 
(within the past three years), acting as financial advisor, andior providing corporate finance or capital-markets-related sewices to a company 
or one of its affiliates or Subsidiaries (within the past 12 months). 
Source: UBS AG, its subsidiaries and affiliates; as of 30 June 2002. 
2. UBS AG, its affiliates or subsidiaries has acted as managedco-manager In the underwriting or placement of securikY of this company or 
one of its affiliates within the past three years. 
37. Within the past 12 months, UBS AG. its affiliates or subsidiaries has received compensation for investment banking sewlces from this 
company 
80 UBS AG, its affiliates or subsidiaries expect to receive or intend to seek cornpensation for investment banking sewices from this 
company wthin the next three months 

- Unless otherwise indicated please refer to the Valuation and Risk sections contalned vnthin the body Of this report 
For a complete set of disclosure statements a s s w t e d  with the companies discussed In this reporl. including information on valuation and 
risk please contact UBS Warburg LLC 1285 Avenue of Americas, New York, New York, 10019 Attention Publishfng Administration 

UBS Warburg LLC, 1285 Avenue of the Amensas. New York, NY 10019 Phone' +1-212-713-2000 

C 2002 UBS AG All nghts resewed This repor! may not De reproduced Or dldfribYied In any manner mlhoul  the permission of UBS " ,  
4 LiBS Wamdrg LLC 
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0 Downgrading BellSouth, SBC and Verizon to Hold from Buy 
I 
I 
i 

- Analysis of UNE-P economics suggests pressure on profitability for the Bells 

- We now expect earnings to decline 1.8% vs prev expectation for 2 6% growth 
(Street estimates are for 2-5% growth ) 

We expect long-term FCF growth of 2-3% vs prev. expectation for 3-4% growth 
1 

0 Lowering Price Targets 
- New price targets based on our reduced FCF estimates in our DCF analyses: 

- BellSouth: $26 (previously $28); 

- SBC: 830 (previously $36); 

- Verizon: $34 (previously $50) 

(s. We Expect Market Performance Over the Next 12 Months 
- Attractive dividend yields should limit downside 

John Hodulik, CFA 
(212) 713-4226, john.hoduIik@ubsw.com , 

mailto:john.hoduIik@ubsw.com
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BellSouth 
2002 2003 % growth 

Old New $change %Change Old New $change %Change Old New 
Wireline Revenue 18 421 18312 109 -0 6% 18731 17993 -738 -3 9% 1 7% -1 7% 

Total Revenue 29.009 28,900 -109 -0 4% 29,582 28,842 -740 -2 5% 2 0% -0 2% 
EBlTDA 12,837 12.784 3 3  -0 4% 13120 12,761 4 5 9  2 7% 2 2% -0 2% 
Net Income 4,035 3.924 ~ 1 1 1  -2 7% 4.217 3,836 -380 -9 0% 4 5% ~2 2% .. EPS $2 14 $209 ($005) -2 3% $2 18 $202: ($0 16) ~7 3% v 19% -32% \ 

. .  
1 

SBC 

Old New $change %Change Old New $change %Change Old New 
2002 2003 % growth 

Wireline Revenue 38,768 38,601 ~ 1 6 7  -0 4% 38,884 37,482 ~1.402 -3 6% 0 3% -2 9% 
Total Revenue 52 372 52,205 -167 -0 3% 52,937 51,535 ~ 1 , 4 0 2  -2 6% 1 1 %  - 1  3% 
EBlTDA 21.377 21,357 ~ 2 0  ~0 1 %  21,479 20,958 -521 ~2 40% 0 5% ~1 9% 
Net Income 7.728 7,715 ~ 1 3  4 2% 7,811 7.462 -349 -4 5% 1 1 Yo -3 3% 

EPS $231 $2 31 ($000) -0 2% $236 $2 25) ($0 11) 4 5% 
.. .. _. . ,  .. 

2002 
Old New $change %Change 

Wireline Revenue 40,912 40,897 -15 0 0% 
Total Revenue 66,737 66,722 -1 5 0 0% 
EBlTDA 29,049 28.772 -277 -1 0% 
Net Income 8.332 8.150 -182 -2 2% 
EPS $305 $298 ($007) -2  2% 

2003 % growth 
Old New $change %Change Old New 

39,655 39.136 -519 -1 3% -3 1% ~4 3% 

67.092 66,575 -516 -0 8% 0 5% -0.2% 

28,836 28,160 -676 -2 3% -0 1% ~2 1% 
-0 2~~ 8,587 ,8 130 -451 -5 3% 3 1 0% 
. .  

$ 3 1 2  ~$24 ($016) -5 1 %  !: ~ 2 3% -07% f 
.. 

2 



UNE- P Ec o 110 111 ics: Glossi~ry 

0 Unbundled Network Elements (UNE) 
- The individual parts of the local telephone network (7 elements including: local 

loop, switches, transport and OSS) that  ILECs are required to "unbundle" and 
lease ou t  t o  CLECs. Competitors can lease out one or all of  the available UNEs to 
prpvide service. 

t Unbundled Network Element-Platform (UNE-P) 
- Use of  ALL the UNEs to provide service, requiring minimal capital outlays or asset 

deployment. 

6 Retail Lines 
- Access lines sold directly to the end user from the ILEC. 

o Wholesale Lines 
- Access lines sold to competitors (AT&T and MCI), which resell the lines to end 

users. 

John Hodulik. CFA 
(212) 713-4226. john.hodulik@ubsw.com 
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UNE-P Ecoiioinics: UNE-I' Diagram 

IXC POP 

Directory Call-Related 557 Signaling 
Assistance oss Databases Network 

7 3 

No longer included Tandem I 9/ Interoffice Switch 

l 2  Local Loop 

F' Network Interface Device (NID) 

UNE End-User 

John Hodulik. CFA 
(212) 71 3-4226, john.hodulik@ubsw.com 
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+ UNE-P Competition Has Intensified in Recent Months ... 
- MCl's Neighborhood Plan (commenced in April '02; exited 2Q with 800K lines) 

- AT&T (recently entered 3 SBC states [24M residential lines]; plans to enter NJ 
[4.5M residential lines] in Sept 2002) 

- Other operators 
1 

- Sprint i s  considering this strategy; others include 2-Tel, Talk America, and 
SupraTelecom (which added 12OK UNE-P lines in FL in 2Q02) 

Q Due to More Favorable Economics of UNE-P for Competitors 
- Public Utility Commissions continue to set lower rates 

- Recent reductions in California, New York, New Jersey, Pennsylvania 

C Second Quarter Results Revealed the Bells' Exposure 
- Over 1.1 million retail lines converted to wholesale through UNE-P in 2Q 

- SBC: 692K added vs. 358K in 1Q02; 

- BellSouth: 278K added, vs 239K in 1Q02; 

- Verizon: 110K added vs. 64K in 1Q02 

John Hodulik, CFA 
(212) 71 3-4226. john.hodulik@ubsw.com & IIIJs \Yilt*I)tlt'g 
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+ Economics of UNE-P are Worse than We Originally Expected 
- UNE-P lines generate negative EBITDA in 18 states for the Bells (60% of 

US residential lines) 

- SBC's Ameritech region is  the most attractive for UNE-P competitors 

+ UNE-P Line Growth Will Be Greater than the Market Expects 
1 

- UNE-P lines can be profitable in 33 states, suggesting further entry (82% 
of US residential access lines) 

- AT&T presents the most significant threat. 

- 

- 

I t s  40% share of  the consumer LD market presents an immediate target 

AT&T sees opportunities in 14-17 states, but announced entry in 8 states 

- The Bells exited 2Q02 with 7.5M UNE-P lines (5% penetration) 

2000a 2001a 2002e 2003e 2004e 2005e 

LINE-P Penetration 1.7% 3.4% 7.2% 12.2% 15.2% 17.3% 
L UNE-P Lines 2,923 5,652 11,152 18,146 22,367 25,136 
i 

& l J l j S  \ \ ' i l l ~ l~ l l l ~~  
John Hodulik, CFA 
(21 2) 71 3-4226. john.hoduIik@ubsw.com 
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4 Long Distance Opportunity is Only a Partial Offset 
- Bells only need t o  add 1-3 long distance customers for each UNE-P line added to 

breakeven at  revenue line 

- However, the Bells need t o  add 5.4 long distance customers for each UNE-P line 
added to breakeven at EBlTDA line 

- UNE-P IS A N  EBITDA STORY, NOT A REVENUE STORY 

LD subs 

UNE-P subs 
LD subs I UNE-P subs 

a gJ& 
19,905 34,524 41,460 45.223 

11,152 18.146 22,367 25.136 

1.8 1.9 1.9 1.8 

4 We Do Not Expect Near-Term Regulatory Relief 

John Hodulik. CFA 
(212) 71 3-4226, john.hoduIik@ubsw.com 
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+ Anticipate that EPS Will Decline in 2003 for the Bells 
- EPS highly sensitive to growth in UNE-P 

Revenue last EEITDA lost EPS Impact assuming local line loss of Free Cash flow Impact 
per line I mo per line I mo 1M 2M 3M 5M 1M 2M 3M 5M 

SBC $19 76 $17 04 $0 04 $0 08 $0 17 $070 $131 $274 $411 $685 

VZ v 89 15 26 0 04 0 09 0 ’13 0 22 123 245 368 614 
BLS 18 29 15 65 0 06 0 13 0 19 0 37 126 752 371 629 
0 14 73 11 98 0 05 0 09 0 14 0 74 96 193 289 481 

- We estimate that 8M lines lost translates into $16 OpFCF loss 

@ Summary 

Poor Economics of UNE-P + Higher UNE-P Line Loss 
= Lower Profit and EPS for the Bells 

John Hodulik, CFA 
(2 12) 71 3-4226, john.hodulik@ubsw.com 
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1) Calculate Revenue Impact Per Line Lost 

' 2) Estimate Average Retai/COGS and SG&A per Line Based on 
Existing Wireline EBITDA Margins 

1 

3) Calculate Wholesale EBITDA Contribution 

4) Estimate Future Line Loss in Each State 

John Hodulik, CFA 
(21 2) 71 3-4226, john.hoduIik@ubsw.com 
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UNE-P Econoiuics: C a l c i i l a ~  iug !lut 1111 pact 

1) Calculated Revenue Impact Per Line Lost 

i 
Local service rwenue = + Basic local 

+ Verhcal Features 

t AccessllntralATA loll 

+ scc 
. [ Retail Revenue 

j 

1 
t LNP, 911 and other surcharges 

+Loop i 
I 

UNE-P revenue 

+Local switching (fixed & variable) 
I’ Wholesale Revenue 

+Tandem swtching 
i 

+Transport i 
Difference = Total revenue lost 

Source UBS Warburg LLC and company reports * ~ ~ l ~ s \ \ i l l ~ l ~ ~ l l ~ g  John Hodulik, CFA 
(212) 713-4226. john.hoduIik@ubsw.com 
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